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SUMMARY 


During 1972 and 1973 Sri Lanka's economy continued fundamentally 
and structurally weak. In the second half of 1973 policy changes 
by the United Front coalition government and a relatively better 
foreign exchange earnings performance began to improve the short- 
term situation. Feeding Sri Lanka's 13 million inhabitants remains 
the country's major econanic and political problem. A greater 
national effort to increase domestic food production in 1973 
achieved same progress but was largely frustrated by persistent 
severe drought, management problems, and the scarcity and rising 
dosts of agricultural inputs. In October 1973 the Government 
reduced the long-standing free ration and subsidized food program. 


The performance of Sri Lanka's vital external sector improved same=- 
what during 1973. Tea production fell, but earnings were sustained 
in 1972 and 1973. Rubber prices rose steadily, partially canceling 
the effect of continued falling production. Coconut production and 
earnings declined. Non-traditional and service earnings improved, 
especially from gems and tourism. Food imports to cover the gap 
between domestic demand and production required much greater foreign 
exchange outlays because of huge increases in the prices of rice, 
wheat flour, and sugar. Consumer and capital imports continued to 
be severely restricted. Prospects for improvement in the balance 
of payments situation in 1974 were dealt a severe blow by the oil 
crisis, which during 197), could triple the crude oil import bill. 
Exports of refined petroleum products will ease the situation 
somewhat, but the balance of payments outlook remains very bleak. 
The Goverrment appears to be appraising its economic situation more 
realistically and remedial actions taken so far may result in 
increased bilateral and multilateral assistance. 


American export trade to and investment in Sri Lanka remain very 
small. Given the Island's potential and its recent relative short- 
term improvement, American investors would do well to look at Sri 
Lanka in terms of long-run prospects. Foreign exchange restraints 
will limit immediate prospects for American merchandise sales, 
although foreign assistance may provide opportunities for sales of 
capital goods and development services. 





Current Economic Situation and Trends 


Food: Sri Lanka's population is more than 13 million, growing at 

an annual rate of 2.3 percent or 300,000 persons a year. During 
1972 and 1973, the feeding of this population increased in 

importance as the country's primary econonic and political concern. 
In recent years domestic rice production has usually fallen short 

of targets by about 25 percent. Even targets have been less than 
national demand, so that massive imports of rice have been necessary. 
A national food production drive begun in early 1973 was intensified 
in September by the creation of a central coordination authority and 
by the acceleration of allocations of farm credit, fertilizer, and 
seed materials. Self-sufficiency in food, however, is unlikely to 

be achieved for several years. In the near future, Sri Lanka must 
continue to spend about half its foreign exchange earnings and 

12 percent of its GNP on food imports. Based on expected consumption 
and production, Sri Lanka must in 1974 import 200,000 to 300,000 tons 
of rice at prices now ranging over $400 per ton, compared with less 
than $200 a year agoe The wheat flour bill for 1974 could reach 
$150 million, twice that. of 1973. 


Before October 1, 1973, the Government issued two pounds of rice 


per person per week free and two pounds at a subsidized price. 
Hour and sugar were partially rationed and subsidized. The 
Government subsequently cut ration levels and increased prices to 
consumers in order to reduce consumption and the subsidy. 
Incentives for domestic food producers remain inadequate and 
contribute to shortfalls in Sri Lanka food production. 


Traditional Exports: The second major factor in Sri Lanka's economic 
health is export performance. In 1972 and 1973 tea, rubber and 
coconut products earned over 80 percent of Sri Lanka's foreign 
exchangee Ceylonese tea production and earnings in 1972 were 
sustained; in 1973 production fell to the lowest levels since 1961. 
Earnings rose slightly because of better prices for the highest 
quality teas. The fall in production is attributed to drought, 
shortages of fertilizer, further take-overs of private estates 

under land reform, and the poor cash position of many estates. In 
November 1973 the Government announced a five-year Rs. 625 million 
program to subsidize fertilizers and tea chests and to stimulate 
replanting. Although Sri Lanka's traditional British market for tea 
has been declining, Libya, Iraq, and Pakistan have become important 
buyers. The fuel crisis has greatly increased costs of fuel oil 
needed to dry tea and for transport. Marginally profitable estates 
will find the year very difficult. According to industry sources, 





the 1974 tea market outlook is reasonably satisfactory but substantial 
price increases are unlikely. 


Rubber accounted for about 14 percent of foreign exchange earnings 

in 1972 and 1973. After rising steadily in volume and value fran 
1960 to 1970, rubber production earnings dropped sharply because of 
low prices, drought, fertilizer shortages, and low level of 
reinvestment in new equipment and replanting. Prices in 1972 were 
depressed but rose steadily during 1973. Renewed confidence in 
natural rubber market conpetitiveness, especially in the aftermath 

of oil price increases, has stimulated planning for increased invest- 
ment in replanting and machinery modernization. Prospects are good 
for improved earnings in 1974. 


Largely because of drought in 1972, 1973 coconut production dropped 
30 percent to 2,000 million nuts conpared with 2,900 million in 
1972. Total export earnings fron major coconut products declined 
fron Rs. 263 million in 1972 to an estimated Rs. 225 million in 1973. 
Although rainfall and a shortage of fertilizer will be serious 
constraints in 1974, high export prices may stimulate the industry. 
Desiccated coconut prices in December 1973 were nearly double those 
of a year before. Because of heavy domestic demand, copra and 
coconut oil exports were banned during most of 1973 but prices of 
over $1,000 per ton <= double the price of a year before -= induced 
the Government to release some oil for export in January 1974. 


Non-traditional Exports: That gems became a sudden and spectacular 
foreign exchange earner is illustrated by the change in custons 
figures from Rs. 2.97 million for January-July 1972 to Rs. 76.4 
million for the same period in 1973. A gem amnesty to draw illicitly 
held stones into normal trade and permission to retain in private 
accounts 25 percent of foreign exchange earned fron gems have 
strongly stimulated the trade. 


Through its Export Promotion Secretariat, the Government is working 
to promote other non-traditional and industrial exports. A 
comparison of January-July totals for 1972 and 1973 shows bakery 
products, canned fruits, frozen fish, cotton batiks, ready-made 
clothing, naptha, and leather, all performing better in 1973 than 
in 1972. According to figures from the Government's Export 
Promotion Secretariat, the FOB value of Ceylonese industrial exports 
has increased as follows: 1971 = Rs. 59 million; 1972 = Rs. 90.3 
millions and 1973 = Rs. 142.5 million (estimated). 





Tourism is a significant bright spot. In 1970, 33,500 tourist 
arrivals spent about US $3 million in Sri Lanka, but there was a 
sharp drop following the April 1971 insurgency. Recovery has been 
rapid. Fifty-six thousand arrivals spent $5 million in 1972, and 
85,000 arrivals were expected in 1973. Although receipts relative 
to other exchange earnings are still small, the potential for 
growth in this labor-intensive industry is clearly great. The 
negative impact of the oil situation on air fares and danestic 
costs remains to be seen. During 1973, one large, first-class 
hotel was opened in Colonbo. Two others are expected to open 
during 1974. More than 40 new hotels are planned for construction 
during the next two years. Most tourists now visit resorts on the 
southwest coast, but excellent sea resort locations on the east 
coast are being developed. Sri Lanka's tourist industry is likely 
to continue to reflect the popularity of group plans and econany= 
class groups, largely fron Europe and Japan. 


Qil: Sri Lanka was hit hard by the oil crisis in December 1973. 
The country's annual imports of about 13 million barrels of crude 
oil had a gross foreign exchange ccst of roughly $60 million at 
old prices (between US $4 and $5 per barrel). Exports of ships 


bunkers and naptha reduced the net figure by one-half. Under new 
prices, ranging between $8 and $12 per barrel, the net foreign 
exchange expenditure ranges between $60 and $90 million. In January 
the Government quickly passed on the price rises by more than 
doubling domestic and export products prices and by raising public 
transportation fares. With little present prospect that crude 
prices will fall, Sri Lanka is faced with the cruel alternatives of 
an enormous added burden to its balance of payments or a heavy cut 
in consumption which would cripple current production and lessen 
development prospects even further. 


Balance of Payments: Food and oil imports coupled with export 
performance are the key factors in Sri Lanka's continuing grave 
balance of payments situation. Fron 1971 to 1972 the trade account 
deficit widened fron approximately $39 million to $47 million, but 
the overall balance of payments deficit of some $200 million narrowed 
slightly, reflecting a further tightening on consumption and 
industrial imports. Exports (FOB) in 1972 totaled $306 million, 

down 10 percent fron 1971, largely as a result of lower tea and 
rubber prices. No final figures for 1973 are available. Prices for 
primary exports improved samewhat but import commodity prices more 
than doubled. Informal estimates of export earnings of more than 
$425 million in 1974 assume that commodity prices will maintain their 
end-1973 levels. 





industry: Industrial production in 1973, which constitutes only 
15 percent of GNP, remained under severe constraints largely 
imposed by scarce foreign exchange. Three=fourths of all raw 
materials are imported, suggesting that more emphasis is needed on 
labor-intensive industries geared to use of local materials. In 
1973 conditions improved slightly despite even greater restrictions 
on imports. Although activity did not quicken until late 1973, 
substantial expansion has been recorded in textiles, tires, tiles, 
and chenicals. Most movement in the industrial sector was confined 
to substitution of public for private enterprise; the public 
sector's portion of total industrial production is more than 

35 percent. Consolidation into larger units has been especially 
noticeable in food, beverage, and tobacco manufacturing. 


Employment, Wages, Inflation: Industrial employment increased 

12.6 percent to 123,986, and average daily wages per man per day 
rose 10 percent (to US $1.86) in 1972. In 1973 wages continued to 
rise, but not in excess of inflation. Real wages in agriculture, 
industry, commerce, and Government employment have all declined by 
10 percent from 1968 levels. During 1972 and 1973 the decline was 
least severe in industry. Much inflationary pressure was due to 
factors largely outside the Government's control: currency 
realignments, freight rate adjustments, and sharp increases in 
import costs caused by wage inflation and shortages abroad. 


Unemployment: Unemployment remains severe, with estimates ranging 

up to 25 percent effective joblessness, and concentrated among the 
young. Despite an intentional public sector overemployment after 

the 1971 insurrection, no significant improvement has appeared. 
Approximately 700,000 are now unemployed, while 120,000 new applicants 
compete for 100,000 new positions each year. Efforts to match largely 
agrarian and industrial jobs with white-collar educational 
qualifications have not entirely succeeded. Partly because of the 
high rate of unemployment and improved Government=labor relations, 
man=days lost through strikes in the non=plantation sector decreased 
from 239,000 in 1971 to 25,000 in 1972, and remained very low in 

1973 « 


Investment: The foreign exchange shortage, added to severe domestic 
constraints, especially legislation on income ceilings, landholdings, 
housing, and investment in the damestic consumption sector, has 
drastically reduced capital formation. The Business Acquisitions 
Act of 1970 established the Government's right to nationalize any 
firm. The Estates Transfer and Control Act of 1972 increased the 





power of the Ministry of Plantations and permits Ceylonization of 
sterling tea companies. The 1972 Land Reform Act limits most 
privately owned landholdings to 50 acres and to 25 acres for paddy 
cultivation. The Ceiling on Incomes Act enacted in early 1973 
limits disposable incameafter taxes to US $330 per month per family. 
4 critical housing shortage has resulted in restrictions on hone 
ownership. In 1972 fixed capital formation increased 3 percent 
over the previous year but remains well below 1970 levels. 1973 
figures are not available, but some moderation of adverse trencs 
occurred. An ambitious capital investment program in tea and 
rubber production has been announced for 1974, but the impact of 
petroleum price increases and the success of the nationwide food 
drive will be important factors in its implementation. 


Total domestic savings increased slightly in 1972 and 1973, almost 
all generated by the Government. There was a limited expansion of 
bank credit to the private sector after ceilings were lifted in 
April 1972. Total investment as a portion of GNP declined to 15 
percent in 1972 but increased moderately in 1973. 


Government fiscal policy in 1972 and 1973 was heavily influenced 
by balance of payments difficulties, the severe shortage of 
foreign exchange, and an increasing dependence on expensive short= 
term credits to finance current consumption requirements. In 1972 
(provisional estimate) expenditure exceeded revenue by US $160 
million; the cash deficit was equal to one-third the entire revenue. 
The deficit was financed by foreign aid, domestic and foreign 
borrowings, and the drawing-down of cash balances. In 1972, 
increased revenue from the sale of FEEC's (Foreign Exchange 
Entitlement Certificate), the sale of arrack and tobacco, and more 
vigorous collection of the business turn-over tax was partially 
offset by reduced profits fran food sales (US $5 million). Direct 
tax revenues showed little improvement in 1972 but increased 
substantially in 1973. 


Government Policy and General Prospects 


The present Government, elected in 1970, is a coalition composed of 
the moderate socialist Sri Lanka Freedom Party, the Lanka Sama Samaja 
Party (Trotskyite), and the Canmunist Party/Moscow wing. It is 
committed to developing the economy along socialist lines with the 
State exerting control over the means of production and trade. 

While the private sector has been promised a continuing place in 

the econony, there remains considerable uncertainty among businessmen. 





Contributing to that uncertainty have been the enactment of a 
Business Acquisitions Act which permits Government take-over of a 
firm without recourse to the Courts, the establishment of State 
Corporations with monopoly trading rights in a number of basic 
commodities, limitations on disposable personal income, a tax on 
capital assets, land reform legislation, and various restrictions 
on private enterprise authorized under terms of legislation 
enacted in response to the 1971 emergency. The Government has 
sought to counter the possible adverse impact of these measures 
on private enterprise through publication of a White Paper on 
Foreign Investment which outlines generous incentives for foreign 
investment in non-traditional sectors of the Sri Lanka econony. 
The Five-Year Plan, launched in November 1971, also incorporates 
reconnendations favorable to foreign investors. Recently, 
Government officials have gone on record encouraging private 
investment and have favorably responded to private participation 
in tourism, craft industries, and maritime projects. Powers vested 
in the Government under the Business Acquisitions Act have been 
used sparingly, and proposals for additional legislation opposed 
by private business interests have been modified or tabled. 


The Government has responded positively during the past year to 
several recommendations for reforms in the wage structure and 
currency rates. The 197), budget incorporates new incentives for 
exporters and offers subsidies to export-oriented production. 
Guaranteed prices for domestic agricultural products have been 
raised, and large-scale public assistance has been pledged to rice, 
rubber, and coconut processing and distribution programs. Labor 
union demands have been successfully resisted, without significant 
strike activity during the past year, and a reduction of the food 
subsidy scheme has demonstrated the Government's ability and 
willingness to implement unpopular but necessary econanic measures. 
The rupee has experienced a moderate devaluation because of 
international monetary movements. The expansion of the role of 

the 65—percent premium (FEEC) system has served to restrict imports 
and make export prices more attractive. A program of educating the 
nation to the necessity of lowering imports of foodstuffs and 
consumption=related items, enforced by vigorous implementation of 
import quotas and exchange controls, has reduced the volume of 
imports sharply, although uncontrollable price increases for foreign 
capital goods and foodstuffs have moderated favorable effects. The 
1974 budget proposals for large-scale subsidies to tea and rubber 
producers, an expansion of incentives for exporters (such as permission 
to retain 3 percent of earnings in convertible foreign exchange 
accounts), and adoption of a realistic policy toward gem exports may 
stimulate exports substantially over the next several years. 





Implications for the United States 


Trade between the United States and Sri Lanka is not large. In 
recent years the major American export to Sri Lanka has been wheat 
flour under PL 480 and CCC credit programs. Tea is Sri Lanka's 
major export to the United States. There are several obstacles 

to any substantial increase in American exports in the short term. 
The chronic and increasingly serious shortage of foreign exchange 
has cut imports, especially of manufactures and consumer goods. 

Sri Lanka has a long tradition of primary trade relations with 

the United Kingdon; European and Japanese ties are.now an important 
factor. Finally, Sri Lanka's distance from the United States and 
financial situation make freight rates and canpetitive credit terms 
difficult trade factors for American exporters. 


American businessmen, however, should examine carefully the 
Ceylonese market not only for the limited sales opportunities at 
present, but also because of the long-term potential of the market. 
Present possibilities include light machinery for industry and 
mining and agriculture. Modest export opportunities may be created 
in the development of the tourist and fisheries sectors. Imported 
machinery and equipment will be needed for hotels, restaurants, and 
the fishing industry. Despite stringent import restrictions and 
some competitive advantages enjoyed by traditional suppliers, U.S. 
firms may be able to develop sales through response to Government 
tenders. Such items as tractors, tires, some automobile parts, 
office machinery, hardware, and textiles are now imported on a 
monopoly basis by state trading organizations. Many other items 
are imported directly by Government entities for their own use. 
Information on Government tenders is available through the U.S. 
Department of Commerce and from the Sri Lanka Embassy in Washington. 
Bidders should note that favorable credit terms are frequently an 
essential element in winning supply contracts. 


Although short-term prospects for the Sri Lanka econany are limited 
by the constraints discussed above, the country's economic 
potential should be borne in mind in assessing ventures into this 
market. The country is working hard to solve its problems of 
economic organization and motivation, and it can be expected to 
advance moderately as a market for U.S. goods and services. 
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